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Introduction
The pu rpose of this pa per is, to
examine some of the legal aspects of the
new policy measures
announced
in
1991 by the Covenm1ent
of India
concerning the libcralisation of foreign
investment
in India. The principal
departures
from the previous policy
include:
1. the crossing of the foreign investment threshold of 40%
2. the introduction of the principle of
automaticity, and
3. the elimination

investor may be primarily influenced
by the profitability
of the proposed
enterprise. But, there are several other
factors which may either promote or
inhibit his enthusiasm
or judgment.
Among the important
factors which
have influenced
foreign investors to
invest capital in India, is the country's
political stability, and the size of the
Indian market. But, until 1991, one of
the main factors which must have
discouraged
foreign investors
from
including India as a target for foreign
investment was, surely, the bewildering
and inexplicable system of controls and
regulations
which as pervaded
the
Indian economic scene.

of the link be-

tween foreign investment and the
transfer of foreign teclmology. The
effect of the non-statutory regulation of foreign investment
will
also be critically examined.
The role of law in stimulating
the
participation of foreign investments in
Indian
enterprises
can
never
be
minimised. Basically, it is the law which
shapes a country's policies and legal
institutions,
and engenders,
moulds
and formulates its economic, political
and social activity. The greater the
stability
of a country's
legal and
political framework, the greater are the
opportunities
for
foreign
private
investment in that country. A foreign

It must be stated that many of the
problems
discussed
below are not
entirely legal in their scope; likewise,
they do not relate exclusively to the
field of foreign investment.

The Regulation of Foreign
Investment before 1991
On 6 April 1949, Prime Minister
Jawaharlal Nehru made a statement in
the Constituent Assembly on the participation of foreign capital in industries,
of which the following summary
is
worth nothing:!
1. The participation of foreign capital
and enterprise should be carefully
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regulated in the national interest
by ensuring that major interest in
ownership
and effective control
should, save in exceptional cases,
always be in Indian hands, and
that the training
of suitable
personnel
for the purpose
of
eventually
replacing
foreign
experts will be insisted upon in all
such cases.
2. There

will be no discrimination

between
foreign
and
Indian
undertakings
in the application of
the general industrial policy.
3. Reasonable facilities will be given
for the remittance of profits and
repatriation
of capital consistent
with the foreign exchange position
of the country.
4. In the event of nationalisation,
and equitable compensation
be paid.

fair
will

The principles declared in this policy
statement have, subject to one exception, consistently been applied by the
Government up to 1991. The exception
concerns the value of the capital which
is allowed to be repatriated
by the
foreign investor on the sale or other
disposal of his investment. This value
has never been the market value, or the
value arrived at between a willing seller
and a willing buyer. The rules prescribe
a complicated
formula for calculating
this value. But, the value so arrived at
has rarely been just or satisfactory.

The New Industrial Policy
On July 24, 1991, the Government of
India announced
its new industrial
policy (Refer Annexures). The changes
so announced
related
to industrial
106

licensing and to foreign investment in
Indian industrial enterprises. As far as
industrial licensing is concerned, the
changes were quickly implemented by
a statutory notification under section
29B of the Industries (Development and
Regulation) Act, 1951.2 Some of these
licensing policy changes were la ter
explained in Press Note No. 93. The
changes in the foreign investment and
foreign teclmology
transfer
policies
were announced by Press Notes 104, 115,
126 and 117, and a separate Press Note
for the new procedures
regulating
foreign investment
by non-resident
Indians ("NRIs")8.
The new policy measures all focus on
a common elcment: the three lists in
annexes I, II and III. Annex I is a list of 8
industries
which
are
exclusively
reserved for the public sector. Annex II
contains 18 industries
in respect of
which industrial licensing will continue
to be compulsory. Annex 1I1contains a
list of 34 industries in respect of which
foreign investment up to 51 % of the
capital of the Indian company will be
automatically
permitted
subject
to
certain conditions. Industrial licensing
has been abolished in respect of any
industry
except those included
in
Annex I or Annex II or those which are
exclusively reserved for the small scale
sector, subject to the proposal complying with the locational, environmental
and procedural condition.s stiputlated in
the notification.9

Automatic Approvals
The framers of the new policies
deserve to be congratulated
for introducing
and quickly implementing
the principle of automatic approval for
certain types of foreign investment. It
will be recalled that a brave attempt

.'
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foreign investment was made by the
Government of India, when a proposal
was tabled in Parliament by Mr. Ajit
Singh, the Minis try of Ind us try on May
31, 199010. It was then announced that
foreign investment up to 40% would be
automatically approved provided that
the recurring royalty did not exceed 5%
on domestic sales and 8% on exports.
This proposal was never implemented.
The 1991 policy states that foreign
investment in a company which
proposes to make any of the products
listed in Annex III will be allowed
automatically if (a) the lump sum
payment for the transfer of technology
does not exceed Rs. 10,000,000 net of
taxes; (b) the royalty on domestic sales
does not exceed 5% net of taxes and that
on exports does not exceed 8%, also net
of taxes; (c) the foreign equity covers the
foreign exchange requirements for importing the plant and machinery
required for the project and if such plant
and machinery is new; (d) the
remittances of dividends to the foreign
investor are balanced out of the foreign
exchange earnings of the Indian company in respect of items included in
Annex III. If the item is not included in
Annex III, automatic permission will be
given subject to the same conditions, if
no free foreign exchange is required for
any payments. If, however, the proposal
does not comply with all these conditions, foreign investment up to 51% is
still permissible, but the approval will
not be automatic. It will be necessary to
apply to the Secretariat for Industrial
Approvals ("SIA") for this purpose, and
it will be considered under the general
procedures in force.

Increase in Foreign Equity
up to 51%
Almost the same rules apply for
increasing the foreign investment in an

o{ Foreign Investment

Policies

existing Indian joint venture company
up to 51 % of its capital. A company
wishing to raise its foreign equity up to
51% may do so as part of an expansion
programme, which must be in respect
of an item in Annex III. The additional
equity should be part of the financing of
an expansion programme and the
money to be remitted should be in
foreign exchange. The company itself
need not be exclusively engaged in any
of the activities listed in Annex III; only
the proposed expansion must be
exclusively in respect of those items. On
the other hand, if the joint venture
company
is already
exclusively
engaged in an industry listed in Annex
III, it may also raise the foreign equity
participation up to 51%. The increase in
the equity level must result from the
expansion of the equity base of the
company, and the additional foreign
equity must be sourced from a
remittance in foreign exchange. To
achieve the increase in the foreign
equity, the company's shareholders
must approve of a preferential allotment of shares to the foreign investor of
the relevant amount necessary to
increase his equity participation to the
desired level. The Controller of Capital
Issues
("CCI")
will allow
this
preferential allotment at a price which
will be fixed on the basis of market
prices, computed on the basis of the
average price for the six months
preceding the date on which the
application is filed in the office of the
CCI, subject to a discount 10%, if it is so
stipulated in the special resolution
of the shareholders authorising the
preferential allotmentll. No specific
formula to fix price for the preferential
issue in the case of companies whose
shares are not quoted on the stock
exchange, has so far been prescribed.
Press Note No. 17 refers only to "market
prices". On a fair interpretation, this
107
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expression can include the market price
of shares which are not quoted on the
stock
exchange.
There
are
well
recognised
accountancy
practices
to
assess the market price of unquoted
shares.

Foreign Technology need not
Accompany Foreign Equity
Investment
Prior to July 1991, one of the
important
principles
of the policy
governing the approval of proposals for
foreign
investment
had been. that
foreign investment had to be justified
having regard to such factors such as
the priority of the industry, the nature
of the technology involved, whether it
would
promote
exports,
and
the
alternative terms available for securing
the same
or similar
technological
transfer12.
The only exceptions
permitted to this rule were investments
from
Oil
Exporting
Developing
Countries, (OEDC),13 and those made
by NRIs14. Paragraph 7 of Press Note
No. 1115 specifically states that foreign
equi ty proposals need not necessarily
be accompanied by foreign technology
agreements. The use of the expression
"foreign technology agreements" is not
correct. Foreign technology agreements,
as such, were never required
to be
attached
to the prescribed
form of
application for the approval of foreign
collaboration proposalsl6. Only after the
approval was approved by the SIA, the
applicant was required to submit copies
of the .foreign collaboration agreement,
which had to contain a clause stating
that the parties had accepted and would
be bound by the terms and conditions
stipulated by the Government concerning the foreign collaboration.
All the
same, it is very significant to note that,
108

as a deliberate
measure
of policy,
foreign equity proposals need not now
be accompanied
by a transfer
of
technology from the foreign investor.
This new departure is consistent with
some of the conditions stipulated in the
new industrial policy: if the foreign
technology is in respect of one of the
items listed in Annex III, and if the
amount of the lump sum fee and the
rates of the royalty are within the
prescribed limits, the approval for the
foreign
technology
agreement
is
automatic.
The Reserve
Bank will
release the exchange necessary to pay
the technology transfer fee and the
royalty. This payment will come out of
the free foreign exchange reserves of the
country. But, if the foreign technology is
in respect of an item not covered by
Annex III, or if the other conditions for
the
automatic
approval
of such
proposals are not complied with, the
proposal will need specific approval. In
that case, no free foreign exchange will
be released for the lump sum payment
or the royalty. Such payments may be
made by using EXIM scripsl7. This is a
new instrument enabling exporters to
earn foreign exchange up to 30% of the
FOB value of exports. It can be used to
pay for the import of items listed in the
limited permissible category of in,portable items in Appendix lIlA to the
Import and Export Policy. These EX1M
scrips
are
freely
negotiable
and
command a premiuml8.

Foreign Investment in other
Enterprises
Another

administrative

bastion

has

been breached by the inclusion of a
clause in the new industrial policy,l9
permitting
foreign investment
up to
51 % in trading companies primarily
engaged
in export
activities,
and
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another c1ause2Dpermitting such investments

in hotels

and

in the tourism

related industry.

the

conditions

for

Policies

the Supreme Court of India that since
the Reserve

Bank of India

had

not

expressly approved of the foreign collaboration agreement under section 28
of FERA, the agreement, including the
arbitration clause which it contained,
was void. The Supreme Court rightly
rejected this contention and observed:2s

Approvals for Foreign
Collaboration Proposals
If

of Foreign Investment

automatic

approval
are
complied
with,
application21 has to be made to
Reserve Bank of India, (and not to
SIA) for its "automatic
approval"
certain
prescribed
proposals
investment
and for the transfer

an
the
the
for
for
of

technology22. It is significant to note tha t
the note attached to the new form FC
(RBI)23 omits the previous
irksome
conditions prohibiting the use of foreign
brand names, requiring
unrestricted
exports to all countries except those
where the foreign collaborator
has
existing agreements
for a licence to
manufacture the products, and requiring the mandatory sublicensing of the
foreign technology.
If the proposal does not qualify for
automatic approval, it has to be made to
the SIA which will consider it in
accordance
with the existing
procedures. It is uncertain whether the
approvals of the SIA will continue to
include the old conditions on foreign
brand names, exports and sub-licensing
of teclmology.
Even under the old proced ures, once
the collaboration
was filed with the
Reserve Bank of India, (or "taken on the
record"), it was not necessary to obtain
its formal approval under section 28 of
FERA to enter into the agreement. It is
surprising that in Rurn Standard Co Ltd
v. McDermott International Inc,1Aa public
sector
undertaking
tried
(as
it
happened,
vainly), to contend before

Before we part with this case, we
are constrained to observe that we
were pained at the attitude of the
appellant company attempting to
thwart a valid agreement part performed by the payment of the first
instalment,
on
hypertechnical
grounds, an attitude which would
scare away collaboration,
and
tarnish
the credibility
of our
entrepreneurs
abroad.
We do
hope that the appellant company
will honour its obligations under
the agreement
and settle
its
difference with the respondent
across the table in a business like
manner

rather than litigate.

There is yet another forum which has
been set up to consider proposals for
foreign investment. This is called the
Foreign Investment
Approvals Board
("FIPB")26. The FIPB is intended
to
negotiate
with a number
of large
international
firms, and to approve
direct foreign investment
in selected
areas. This is a special programme
to
attract
substantial
investments
that
would provide access to high technology
and world
markets.
It is
expressly stipulated that the investment
programmes
of such firms would be
"considered
in totality
free from
predetermined
parameters
or procedures". The establishment of the FIPB
and the high level of authority granted
to it are extraordinary
and unprecedented steps. They demonstrate
the
new pragmatism and earnestness with
109
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which the Government is determined to
eliminate the old limitations on, and to
simplify the cumbersome
procedures
concerning, foreign investment.

Investment by NRls
In a major departure from its foreign
investment
policy, the Government
announced on October 28, 1991Z7, that
NRIs and overseas corporate bodies
("OCBs"), in which the NRI interest
should be not less than 60%, would be
permitted to have an equity interest up
to 100% with full repatriation benefits in
companies manufacturing
items listed
in Annex III. Such proposals would
receive automatic approval provided
that certain conditions:import of
foreign capital goods to be covered out
of the
foreign
equity,
dividend
balancing out of export earnings over a
period of seven years, and certain
locational restrictions - are complied
with. These new limits are available
also for the expansion and diversification of existing industrial undertakings.
NRI equity
holding
will also be
permitted in industries reserved for the
small scale sector28

Exemptions from Foreign
Exchange Control Regulations

consideration by35 foreign entities, or by
Indian
companies
where
the nonresident interest exceeds 40%. There are
other provisions which regulate the
borrowing of money36, and the holding
or leasing of immovable property, by
such
foreign
entities
or
Indian
companies where the foreign interest
exceeds 40%. FERA is therefore the only
statute which regulates foreign investments and the payment
of fees or
royalties in consideration of the import
of foreign teclmology. Contrary to a
popular fallacy, FERA by itself does not
limit foreign investment to a maximum
of 40%. It regulates the activities in
India of branches and subsidiaries of
f9reign
companies
and
Indian
companies
where the foreign equity
interest is 40% or more. These are
known as "FERA companies".
Like
most other matters concerning foreign
investment, the limit of 40% was set by
administrative guidelines3? The logical
and more efficient way to implement
the new industrial policy would have
been to either repeal FERA and to
transfer the above provisions concerning foreign collaboration to another new
statute, specifically designed to regulate
. foreign investment, or to amend FERA
by making suitable changes to those
provisions.
Instead, the Govermnent
has chosen
the easier and more
pragmatic approach of allowing Indian
companies
where the foreign equity
interest will exceed 40% up to 51 % to be
exempted from sections 26(7), 28, 29
and 31 of FERA by stipulating38 that the
Reserve Bank of India would issue an
exemption from sections 26(7), 28, 29
and 31 of FERA. These sections of FERA

The Foreign Exchange Regulation
Act, 197329 ("FERN') is the only statute
which expressly
includes provisions
regulating the issue and allotment of
shares to foreign investors in Indian
companies,30 the transfer of such shares,
t031, the acquisition of an interest in an
Indian business by32, the carrying on of
trading
activities
by33, acting
as

all expressly allow general or special
exemptions
by the Reserve Bank of
India. The technique of exemption from

technical or management

FERA has already been used when

advisers in

India by34, and the licensing of trade
marks
for any direct
or indirect
110

Indian companies are permitted to have
an NRI interest which either by itself
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or together with that of other foreign

policy" for assessing the value of the

shareholders
excess 40%,39 or where
NRIs or overseas
corporate
bodies,
where the NRI interest is not less than

shares of foreign investors who wish to
sell their investment and repatriate the
sale proceeds, armounced in Press Note
17, would apply to a disinvestment of a
foreign investor's shares held in an
unlisted company.

60% ("OCBs"), are permitted to make
portfolio investments in the capital of
certain Indian companies40.

The Need for Statutory
Regulation of Foreign
Investment
Though the new measures
to deregulate foreign investment
are most
welcome, from a legal point of view,
they lack the precision,
certainty,
duration
and enforceability
of provisions in a statute. For example, the
deregulation of industrial licensing was
properly
effected
by
a statutory
notification41 issued under section 29B
of the Industries
(Regulation
and
Development) Act, 1951. The deregulation of monopolies was affected by a
Presidential
Ordinance42.
But,
the
deregulation of foreign investment has
been effected by the laying before
Parliament of a Statement on Industrial
Policy, and by the issue of Press Notes
9, la, II, 12, 17, and the Press Note on
NRI investments. The imprecision with
which they have been drafted is a cause
of concern. Until Press Note 17 was
issued, it was uncertain whether the
new industrial policy would apply to
Indian companies,
with an existing
foreign equity participation of less than
51 %, which desired to increase the level
of such foreign investment to 51 %. It is
still uncertain whether the market price
formula at which the shares, which
form the subject of a new preferential
issue to an existing foreign investor, will
apply to companies whose shares are
not listed on the stock exchange. It is
also unclear whether the so called "exit

Indeed, the whole area of foreign
investment is murky and grey with no
clear demarcation
between statutory
enactment
and government
policy43.
Besides,
there
is no independent
administrative
agency set up by a
statute to regulate foreign investments
in India. The Reserve Bank of India is a
statutory agency set up by the Reserve
Bank of India Act 193444• It is the agency
named
in FERA for administering
certain sections which deal with foreign
investment, including sections 19, 26,
28, 29 and 31. But, it is ill equipped to
innovate and devise its own policies to
regulate
foreign inveshnent.
Under
section 75 of FERA, the Reserve Bank of
India is obliged to comply with the
directions
issued
by the Central
Government4S•
It must
be noted
however, that the Reserve Bank of India
has demonstrated
a rare and welcome
spirit
of independence
from
the
Government by drafting and publishing
a new form FC-RBI to which a note of
instructions
to
entrepreneurs
is
annexed. This note for the first time
omits the conditions restricting the use
of foreign brand names, the control over
exports, and the sub-licensing of foreign
technology. What is not understandable
to a legal mind is how such a new
policy measure which has widespread
ramifications
can be announced
by
way of an appendage
to a form of
application!
Another weakness

in the administra-

tion of the policy on foreign investment
is its insistence46 that the letter of
111
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approval issued by the SIA should be
made a part of the agreement between
the parties. The rules state, and we
quote, "
and that only those
provisions of the agreement which are
covered by the said letter or which are
not in variance with the provisions of
that letter shall be binding on the
Govemment
of India or the Reserve

approval

Bank of India". The quoted extract from
the Guidelines on Industries, refers to
and in incorporates a press note on the
same subject47. Yet, this Press note
states: "any provision of this agreement
not covered by the said letter or in
variance with the provisions of that
letter shall be void, and not binding on
the Government or the Reserve Bank of
India". The incorrect use of the word

Press rel-x>rts have already appeared
suggesting
that the Govemment
is
thinking of amending
FERA and of
having a separate legislation to regulate
foreign investment. If and when this
happens, foreign investors and Indian
enterprises might be able to have the
benefit of a single law regulating such an
important sector of economic activity.

"void"
in an official press note is
another indication of the imprecision
with which policy documents
are
drafted. It is difficult to understand how
any part of a private agreement can be
declared to be void by including such a
clause in the agreement. Happily, this
term "void" is not used in letters of
issued by the SIA.
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